Introduction
Prior to the events of the financial crisis unfolding since July 2007, there was surprisingly little systematic research on money market funds ("MMF"). No established schools or research traditions existed on the subject. Instead, there were a relatively small number of unrelated empirical studies conducted by finance scholars and professionals with an almost exclusive focus on the U.S. market. The main objective of these studies was to test market efficiency and the rational expectations hypothesis as it applied to money markets. In addition, there were several descriptive articles on legislative debates and money market regulations produced by practicing attorney and ex-regulators. All this does not amount to any established legal theory or hypotheses that would have been tested by different methods and in different markets.
However, the financial market crisis of 2007 -2009 exposed MMFs as one of the major factors of global systemic risk and prompted various regulators to focus on the subject of MMF 3 regulation.
1 Today analysis of money market funds and policy recommendations are among the most commented subjects of legal research in financial market regulation. In our quest for a better understanding of the driving force behind an explosive growth of money market funds over the last forty years, we turned to historical essays written by those who evidenced the birth of the money market funds industry. In addition, we studied works of market practitioners to establish whether the correlation exists between the strength of money funds regulations and market efficiency.
While money market funds are predominantly the U.S. phenomenon, 2 we observed an increase in a number of recent studies on money market funds operating in the financial markets outside of the U.S. 3 Literature on the non-U.S.-domiciled funds is reviewed in the last section of 1 On June 16, 2009, President Obama announced a comprehensive regulatory reform plan to modernize and protect the integrity of the U.S. financial system. The white paper titled "Financial Regulatory Reform -A New Foundation: Building Financial Supervision and Regulation," contained recommendations for the SEC to "… move forward with its plans to strengthen the regulatory framework around MMFs to reduce the credit and liquidity risk profile of individual MMFs and to make the MMF industry as a whole less susceptible to runs. The President's Working Group on Financial Markets should prepare a report assessing whether more fundamental changes are necessary to further reduce the MMF industry's susceptibility to runs…" Kane et al. (1983) studied relationship between the interest rate forecasting ability of a portfolio management team and the economic success of money market funds. The authors used a sample of thirty four funds and found no strong correlation. Similarly, Domian (1992) concluded that MMF's duration is merely a reflection of past changes in the level of interest rate rather than 'a window to the future.' 5 Finally, DeGennaro et al. (1996) inferred that the benefits of active MMF portfolio management are not detectable in the fund return data. The authors concluded that MMF managers in general are unable to add value by adjusting the duration of a fund portfolio in order to capitalize on anticipated changes in interest rates.
Over the years, a small army of finance scholars was engaged in finding a Holy Grail of excess return in mutual funds. Domian et al. (1997) found that a MMFs' return is highly correlated with the fund's expense ratio. From 1990 to 1994 the authors studied various factors affecting the cross section of net returns on MMFs and the persistence of the funds' relative returns. The study concluded that the funds produced similar gross returns and that the (study of Swedish mutual funds performance persistency including characteristics driving performance of money market funds).
5 differences in net returns were largely driven by differences in expenses 6 and the funds' policy regarding investments in commercial paper (CP fees. In addition, costs might be incurred in connection with particular investor transactions, such as investor purchases, exchanges, and redemptions. Total sum of those costs paid by a fund investor is refereed as "fund's expenses" or "fund's expense ratio." Explanation of mutual fund expenses is available at the SEC web-site at http://www.sec.gov/answers/mffees.htm#management. 7 The glossary of statistical terms maintained by the Organization for Economic Cooperation and Development (OECD) contains the following definition of CP: CP is an unsecured promise to pay a certain amount on a stated maturity date, issued in bearer form. CP enables corporations to raise short-term funds directly from end investors through their own in-house CP sales team or via arranged placing through bank dealers. Available at http://stats.oecd.org/glossary/detail.asp?ID=6054 accessed on November 1, 2009. Funds, 1990 to 1994 , 6 Financial Services Review, (1997 . at 169. 6 why investors do not sell MMFs shares carrying a larger expense ratio in favor of lower expense ratio shares, they argued that some investors are less sensitive to fund's expenses. Therefore, fund managers are able to charge higher expense ratios without losing all existing investors. This allows certain money market funds to have higher expense ratios and yet, retain their shareholder base.
DALE L. DOMIAN, WILLIAM REICHENSTEIN Returns From Investing in Money Market
Christoffersen (2001) noted that about half of "money fund managers voluntarily waive fees they have a contractual right to claim." She found that the variation in fee waivers is significant and relates to differences in relative performance. Fund managers use fee waivers to strategically adjust net performance, which promotes cash inflow and facilitates growth of assets under management.
To summarize, finance scholars' research largely found out that the funds' performance and related asset growth was not a function of a portfolio manager's ability to add investment value through active portfolio management.
How a rapid growth of MMF's assets under management is explained? Rosen et al (1983) explained the rapid growth of assets under management of MMFs by the rational consumer response to the inability of regulated financial institutions to offer the market rate of return on retail deposits. 11 The authors showed that a piecemeal deregulation of financial institutions in the U.S. in the 1980s contributed to investors' awareness of MMFs through both consumer education and advertising of comparable products offered by financial institutions, such as money market certificates. Id. at 1017 (portfolio theory model leads to a conclusion that the household's allocation of net worth is based on risk-return considerations, subject to a wealth constraint, i.e., consumer flows will leave low-yielding bank deposits for comparably low risk MMF shares).
14 The success of the U.S.-domiciled MMFs after the ceiling on deposits' interest rates was finally removed in 1986
is illustrated by the growth in assets under management of MMFs from $292 billion at the end of 1986 to the alltimes high of $3.8 billion at the end of 2009, according to the ICI data. This constitutes approximately 12.5% annual asset growth rate over the 23-year period. 15 The SEC web-site contains the following definition of a mutual fund:
"A mutual fund is a company that pools money from many investors and invests the money in stocks, bonds, short-term money-market instruments, other securities or assets, or some combination of these investments. The combined holdings the mutual fund owns are known as its portfolio. American. MMFs pooled assets of small investors to offer them a higher rate of return that was previously only available to institutional investors). 27 Id. at 43:
"Some of the advantages of investing in a money market mutual fund as opposed to a savings account are:
(1) higher yields than those offered at banks and other financial institutions, (2) professional and full-time fund portfolio management, (3) the opportunity to invest in a diversified portfolio of large denomination short-term investments, and (4) checkwriting privileges. The major disadvantage associated with money market mutual funds is that they are not insured against loss, unlike savings accounts that are insured by the Federal Deposit Insurance Corporation [up to a certain amount]."
1980s, MMF benefits to consumers were so well publicized that the Fed had to take the side of the mutual funds industry, which allowed for small investors to share the benefits of a higher yield available to institutional investors and larger business through mutual fund investing. In his statements to Congress, J. Charles Partee, a member of the Board of Governors of the Federal
Reserve System, noted that "to limit yields on money market funds not only would be anticonsumer--and inconsistent with the nation's need to encourage saving--but would also fail to recognize the inherent distinctions between deposits and money market fund shares. '' 28 However, despite the above statement, the Fed did impose a 15% non-interest-bearing Descriptive literature by MMF practitioners Stigum et al. (2007) gave perhaps the most in-depth review of MMFs and financial instruments eligible for MMF investments. The monograph described the creation of the money market fund industry, and dwelt upon the development of short-term financial instruments to meet the funds' growing demand. Most importantly, Stigum et al. (2007) observed that "demand 38 The SEC gives following description of money market funds:
"Money market funds typically invest in government securities, certificates of deposit, commercial paper of companies, or other highly liquid and low-risk securities. They attempt to keep their net asset value (NAV) at a constant $1.00 per share -only the yield goes up and down. But a money market's per share NAV may fall below $1.00 if the investments perform poorly. While investor losses in money markets have been rare, they are possible."
Available at the SEC's web-site www.sec.gov accessed on October 18, 2009. 39 In the history of U.S. MMFs, there were two cases of such funds not being able to hold their share price at $1.00.
In September 1994, the Community Bankers US Government Fund sustained principal losses due to a large exposure to government adjustable rate securities. As interest rates increased, these floating rate securities lost value.
The fund was liquidated paying investors 96 cents per share. This was the first failure in the then 23 year history of money funds and there were no further failures for 14 years.
On September 16, 2008 The Reserve Primary Fund, which was at the time the third largest U.S. MMF with roughly $63 billion in assets under management, found itself holding defaulted Lehman Brothers' commercial paper in total amount of $785 million. The Reserve's Board of Directors made a decision to write the value of these holdings down to zero, which caused the fund's net assets value ("NAV") to decline below $1.00 to $0.97. The event of the fund's NAV decline below $1.00 is known in the industry as "breaking the buck." See also 74 FR 32688 Money Market Fund Reform; Proposed Rule (July 8, 2009 The reversal of performance was observed during the period of low market liquidity.
The large scale of investment operations and the global reach of MMFs made them an important factor in the current regulatory debate and developing academic work devoted to the post-crisis securities regulation. 64 However, we are not aware of any published research on the subject of international coordination focused specifically on global regulation of MMFs.
Conclusion
The study of a relationship between MMFs and an efficient global financial market is in its early stages. This overview of financial studies, historical essays and legal/regulatory documents provides just a glimpse of the major driving forces behind the MMFs popularity. An open question is whether the MMFs will continue to play an important role as one of the major cash management vehicles and a source of financing given certain structural deficiencies and unresolved regulatory issues. We hope that our further research will help to better understand the role of money market funds in more efficient functioning of the global financial markets and capital formation.
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